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‘| he Natural Business Y ear * 


By Ropert H. 


Many years ago I was engaged in 
the audit of the accounts of an iron 
furnace. The sole product was pig iron 
and the records were fairly simple. It 
developed that the bookkeeper-cashier 
was a defaulter and, fortunately for 
me, I discovered the fraud before | 
completed the audit. Most of the job 
was an inspection of the inventory. 
The month was January. I was told 
that a satisfactory check could be made 
by measuring the piles of ore and pig 
iron. I was gratified to hear that that 
part of the work would be so easy, 
but when I ventured forth in below- 
zero weather, I found the piles under a 
mantle of snow and indeterminable as 
to height, width and thickness. The 
piles of ore were huge because many 
months’ supply had been brought in be- 
fore navigation on the lakes had closed. 
The experience was an unhappy one. 
I never did like cold weather. 

The fiscal vear ended December 31. 
Of the twelve months in the year, it 
was the worst period for closing the 
books. [arly in the fall the inventory 
was smallest and the weather was ideal 
in that part of the country. In the 
early fall we were not busy. In Janu- 
ary we had more than we could do 
with full satisfaction to our clients and 
ourselves. At that time, however, we 
felt obliged to accept conditions as they 
were. I am sure we made no recom- 


* Prepared for the National Association of Cost 
Accountants of which the author is a charter mefnber. 
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mendations regarding a change in fiscal 
periods. 

Today business men and accountants 
are more alive to efficient methods. 
More concerns are changing from un- 
natural to natural fiscal year closings. 
It costs nothing to investigate possible 
savings through changing to the na- 
tural business year. 

Let’s discuss the subject. 


Definition 


What is a natural business year? It 
is simply the period of twelve months 
which ends with the close of the natural 
operating season of an enterprise. 

It is an interesting fact that almost 
every business enterprise has a natural 
cycle of operations beginning and end- 
ing at the same date each twelve 
months. In the last analysis this is 
due to the influence which the seasons 
have on all our activities. By the 
very nature of the circumstances under 
which we live, we have greater or less 
need for particular commodities or ser- 
vices at different times of the year. 
Those who are engaged in manu factur- 
ing or marketing such services and 
commodities must be prepared to sup- 
ply them when the demand is greatest. 

In other words, business does, as a 
matter of fact, operate on a natural 
business year basis. The manufac- 
turer, at a certain time each year, looks 
to the future and plans his production 
schedule in anticipation of the period 
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of greatest demand for the product 
which he manufactures. At a given 
time, he begins to increase his inventory 
His sales campaign 
must be begun on schedule. 
determined by 
his control when his sales increase and 


of raw materials. 
There is a 
season forces beyond 
his inventory is rapidly reduced. In- 
evitably each year at approximately the 
same date his productive activities come 
to a temporary pause and he looks back 
upon a completed cycle of operations. 

‘his is the end of his natural business 
vear. 

The natural 
clearly discernible in industries where 


business year is most 


there is great seasonal variation in 
inventories, but even industries and 
trades in which fluctuation of inven- 


tory does not occur, have their natural 
seasons of operations which should be 
used as their fiscal vears. There is the 
large class of enterprises which sell 
services rather than commodities. For 
purposes of this discussion they may be 
broadly classified as those whose opera- 
tions are dependent upon favorable 
weather conditions, those serving indus- 
tries which have seasonal operations 
and those whose operations are re- 
lated to the seasonal activities of the 
public. 

Some enterprises must wait on the 
weather. A construction company, for 
example, must cease its activities dur- 
ing the cold of the winter. 
Wherever there is such a period of 
enforced inactivity between 
successive operating periods, it is a 
simple matter to determine the natural 
business year. The natural closing date 
would occur during the interval, usu- 
ally closer to the beginning of the new 
season than the end of the old, so that 
time may be allowed for the collection 
of accounts arising out of past activi- 
ties. This is the logical time to close 


severe 


coming 





accounts for the vear, review the 
operations of the past and plan for the 
new season. 

An enterprise which sells a service 
to the members of an industry having 
a natural season of operations has a 
natural business vear directly related 
to that of the industry it serves. By 
way of illustration, a cold-storage ware- 
house serving the produce 
trade finds that its business increases 
sharply and gradually decreases in re- 
lation to the inventories of its cus- 
tomers, the produce merchants. In all 
cases of this kind there is an annual 


compan\ 


season of relative inactivity in which 
occurs the end of the natural business 
year. The fiscal closing date should 
be in advance of the beginning of a 
new season's activities but sufficiently 
late to allow for the greatest possible 
conversion of receivables into cash. 
“nterprises offering services which 
are in demand at particular seasons of 
the vear must gear their operations to 
top speed at one season and to relative 
idleness at another. Resort hotels are 
a pointed example. The weather deter- 
mines the vacations and, 
consequently, the season of operations 
of all enterprises catering to the needs 
of vacationers. In this class of enter- 
prise also, there occurs a period which 
separates one business year from an- 
other. The fiscal closing date should 
be established at the latest convenient 
date before the beginning of the new 
season. 

It happens with some service com- 
panies (those operating on a cash 
basis) that receivables are not an im- 
portant factor. Where this is true, 
the fiscal closing date might well be as 
soon as possible after the close of the 
past season’s operations, reserving the 
latter part of the inactive season for 
preparation for the new year. 


seasons of 
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The Business Cycle Illustrated 

The recurrent business cycle can be 
illustrated by conditions prevailing in 
the meat packing industry. 

The principal item in the inventory 
of a meat packer is pork. [Lecause of 
modern facilities for refrigeration, the 
consumption of pork has less seasonal 


variation than formerly, though the 
demand still is greatest during the 


winter and spring months. The sup- 
ply of hogs, however, is highly sea- 
sonal. The number of hogs offered 
for sale by live-stock producers begins 
to increase in the fall and early winter, 
usually reaching a peak in January or 
February. This is followed by a de- 
cline, a secondary peak in May or June, 


and very small marketings in July, 
August, September and October. The 


pork packer characteristically accumu- 
lates heavy supplies of product in cure 
and storage during the winter months, 
gradually reducing his inventory until 
it reaches a low point about the end of 
October. The natural business year of 
a pork packer begins when his inven- 
tor) increase, continues 
through the period of processing and 
marketing and comes to a logical con- 
clusion in October. 

Another example is found in the 
automobile industry. 
turers of 


begins to 


Most manufac- 
automobiles and accessories 
now close their accounts and end their 
fiscal years not at the end of their 
natural business year but at the highly 
illogical date, December 31. Under 
conditions now prevailing in the auto- 
mobile manufacturing industry, it is 
hard to imagine a time when it would 
be more expensive or inefficient to take 
inventory and close accounts. The end 
of the natural business year, which 
should be adopted as a fiscal closing 
date, occrrs three months earlier. 


At September 30 automobile manu- 
factures are in a period of relative 
inactivity between two natural operat- 
Two months after that 
date comes the annual introduction of 
new models. Those two months are 
devoted to so-called tooling operations ; 
that is, the preparation of the new 
year’s models. 


ing seasons. 


Production itself begins 
in the latter part of October and, in 
response to dealer demand, accelerates 
rapidly until it reaches a peak at about 
December 31. Thereafter, it declines 
slightly, rising again to a new and 
greater peak in April and May when 
normal consumer demand is greatest. 
There is then a gradual decline in pro- 
duction and sales until the inventory of 
the year’s models has been exhausted 
and again the manufacturer looks for- 
ward to the introduction of new models. 
The period of lowest inventory and 
least*activity comes at about Septem- 
ber 30. 


Advantages of the Natural Business 
Y ear 

Why, specifically, should the natural 
business year be adopted as the fiscal 
vear ? 

The answer is that use of the natural 
business year as a fiscal year facilitates 
and expedites certain operations which 
are essential to the proper conduct of 
a business; namely, the annual taking 
of inventory, the annual closing of ac- 
counts and preparation of year-end 
financial statements, the independent 
audit, the analysis of past operations 
and formulation of plans for the fu- 
ture and the financing of new opera- 
tions. 


Inventories 
Take the item of inventory alone. 


The example at the introduction of this 
article, showing the difficulty of taking 
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inventory of an iron furnace in Janu- 
ary, was not haphazardly chosen. The 
greater ease and accuracy with which 
inventory can be taken at the close of 
the natural operating season is one of 
the principal reasons why such a date 
should be the end of the 
fiscal year. 

Consider 
with which 
that time, in contrast with the difficulty 
experienced in a season of heavy pro- 
duction. The volume of inventory is 
greatly reduced. Stock will tend to be 
stationary, whereas at another period 
it would be moving from department 
to department. Also, inventory will 
tend to be homogeneous, for at the 
end of an operating season raw ma- 
terials will largely have been converted 
into the finished product. 
these factors, inventory can be taken 
with greater ease, with greater accu- 
racy and in a shorter period of time. 
The task is further simplified by the 
fact that members of the staff are re- 
lieved to some extent of the pressure 
of their normal duties and are available 
for assistance which, incidentally, elim- 
inates the expense of employing 
additional assistants, often necessary 
when inventory is taken at a_ busier 
There is the further important 
that taking inventory 
at the close of a natural business vear 
interferes least with normal productive 
operations. Add to these arguments 
the fact that the margin of error in 
the valuation of inventory is greatly 
reduced, and it is difficult to escape the 
conclusion that to take inventory at 
another time would be both illogical 
and inefficient. 

The greater accuracy with which in- 
ventory can be taken cannot be 
stressed too heavily. The difficulty of 


chosen as 


mechanical 
be counted at 


first the ease 


stock can 


Jecause of 


season. 


consideration 


arriving at a true valuation of inven- 





tory is recognized as one of the most 
troublesome problems which enters into 
the preparation of annual financial 
statements. It has been a controversial 
point as to whether chief responsibility 
for accuracy in the statement of the 
item of inventory should rest upon the 
company itself or upon independent 
auditors. The trend of present thought 
is that the independent certified public 
accountant cannot accept primary re- 
sponsibility for this item. It therefore 
becomes even more a matter of per- 
sonal concern to the company account- 
ing officer that every measure facili- 
tating the accurate taking of inventory 
be adopted. 

The fact that the art of accounting 
is developing methods of perpetual 
inventory control and that more and 
more business units are adopting such 
methods not weaken the argu- 
ments for taking final inventory at the 
end of a natural business vear. No 
perpetual inventory method has vet 
been devised which obviates the neces- 
sity for periodic verification by physi- 
cal count. This count, for reasons 
already cited, should be made when 
stock has reached its lowest point, 
which occurs at the end of the natural 
business year. 


does 


Costs for inventory pricing are more 
accurately determined on the basis of 
manufacturing activities for a full an- 
nual cycle, rather than for parts of 
two cycles. The problem of distribut- 
ing overhead, particularly, is simplified 
if accounting periods coincide with 
seasonal activities. If, on the other 
hand, stock is taken when inventories 
are large, any inaccuracies in pricing 
are magnified; small variations may 
make the difference between a profit 
and a loss for the accounting period, 
or at least important overstatements or 
understatements of profits or losses. 
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Inventories are a basic factor in the 
calculation of earnings in most indus- 
tries. state- 
ment of inventory at the beginning and 


Upon the accuracy of 


the end of accounting periods depends 
directly the accuracy of the computa- 
tion of profit and loss. This leads to 
a consideration of the more informa- 
tive nature of financial statements 
prepared as of the end of a natural 
business year. 

Preparation of Financial Statements 

Annual financial statements purport 
to survey historically the results of a 
twelve-month period of operations. 
Their purpose is not attained if they 
do not show the results of completed 
transactions. At any date other than 
the end of a natural business year, 
there will be many open transactions 
the results of which will not be defi- 
nitely determinable until the end of the 
cycle of operations then in progress. 
At a date marking the end of a natural 
season, the majority of transactions 
arising during the preceding twelve 
months will have been completed, and 
their results, in terms of profit or loss, 
easily determinable. 

It is incumbent upon efficient man- 
agement, for the reasons cited above, to 
select as a fiscal closing date the period 
at which the results of past operations 
can be most accurately set forth. Cer- 
tainly no theatrical producer would 
attempt, midway in the production of 
a hit show, to determine what might be 
the results of his past operations. That 
would not be possible until the theatri- 
cal season had ended and the total of 
box office receipts for all shows pro- 
duced in that season, as well as the 
expenses incident to their production, 
were a matter of record on the books 
of the company. The same arguments 
apply to enterprises of other kinds. 


It is difficult enough under any 
circumstances to determine the worth 
of a going concern. This is primarily 
due to the fact that a going concern has 
among its assets many items the value 
of which is contingent upon future 
events. It stands to reason, therefore, 
that if there is a recurring date at 
which, each year, the concern finds 
itself in its most liquid condition, finan- 
cial statements as of such a date 
most accurately reflect the financial 
condition of the company. At the end 
of a natural business year ordinarily) 
there would have been converted into 
cash a relatively large amount which, 
during the course of the concern’s busi- 
ness cycle, would have been repre- 
sented by inventories and accounts re- 
ceivable. 

Bankers maintain files of the finan- 
cial reports of their customers and, on 
the basis of the financial condition 
revealed thereby, exercise their judg- 
ment in passing on applications for 
credit. It is to the advantage of the 
customer if his financial statements 
picture his concern to the banker in its 
most liquid condition. 

A primary purpose of financial state- 
ments is to serve as a guide to manage- 
ment in the formulation of policy. 
Under present conditions, in a day 
when the tax burden of business is 
steadily increasing, when investors are 
becoming ever more insistent that their 
securities be protected by the safeguard 
of efficient business management, it is 
a vital necessity that the executive 
have every available item of informa- 
tion regarding the operations of his 
enterprise upon which to base his plans 
for the future. Under the circum- 
stances, it is surprising that so few 
executives have availed themselves of 
the opportunity presented at the end of 
a natural business year to survey the 
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results of policies from their initiation 
through to their ultimate results. 


Comparisons Made Easy 

It has been objected that a change in 
the fiscal year of an enterprise will 
throw off comparison of operating re- 
It is true that 
annual financial statements for the first 
year after the change would not be 
comparable with those of preceding 
years, which, of would have 
been prepared as of a different date. 
Comparisons between annual financial 
statements prepared as of a date other 


sults as between years. 


course, 


than the end of a natural business vear 
are of doubtful value and may even be 
misleading. For example, assume that 
a fertilizer producer closes his accounts 
on December 31. Since December 31 
occurs in a period of increasing sales 
and heavy production, such items as 
inventory, cash, receivables, etc., would 
vary according to the stage in the an- 
nual cycle of operations which had been 
reached. Because of the variability of 
the climate the season may begin earlier 
in one year than in another, which 
would throw off comparisons between 
those two vears as effectively as if 
financial statements were prepared as 
of different dates. If, however, finan- 
cial statements for both vears had been 
prepared, not as of December 31, but 
as of a date marking the end of the 
natural business year, the fiscal closing 
date in each case would have occurred 
well after the close of the active season, 
with open transactions reduced to a 
minimum, and the resulting financial 
statements would have been more truly 
comparable. 

Business executives are more and 
more depending upon comparisons be- 
tween the results of their own opera- 
tions and operations of similar enter- 
prises. It sometimes happens that the 


season begins earlier or later depend- 
ing upon the geographical location of 
the enterprise. Again in such cases, 
financial statements as of December 31, 
or any date other than the end of the 
natural business would not be 
comparable. Ratios developed for pur- 
such 


vear, 
poses of comparisons can be 
The same can be 
said with greater emphasis of com- 
parisons of the operating results of 
different industries. 


highly misleading. 


Consideration of Policy 

With many enterprises the plant is 
idle for several weeks at the end of the 
natural business year and often is shut 
down completely. This period is cus- 
tomarily used for making installations 
and repairs in preparation for the new 
season. Certainly it would be poor 
management to stop the machinery in 
the midst of a_ busy 
order to make — such 
and repairs. 

It is as poor management for the 
executive heads of the concern to stop 
in the midst of a busy season and try 
to lay down a program for the next 
twelve months. That should have been 
done before the season began, when 
there was ample time to give considera- 
tion to each factor bearing on the prob- 
lems at hand and there were available 
up-to-the-minute financial statements 
showing the results of the program 
initiated at the beginning of the pre- 
ceding Of course, many 
executives do use the opportunity pre- 
sented at the end of the natural busi- 
ness year to concentrate on formula- 
tion of program. The trouble is that 
too often their task is made unneces- 
sarily difficult by the absence of finan- 
cial statistics which would have been 
as the end of the fiscal year. There is 
available had that date also been used 


season in 
installations 


season. 
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no question that the executive who 
attempts in the midst of productive 
operations to survey the past and fore- 
see the future is submitting to a great 
but unnecessary handicap. 


Annual -ludits 

Business men were never more alive 
than at the present time to the value 
of service which certified public ac- 
countants can render. The business 
executive depends upon the certified 
public accountant not only for audits 
required by regulations of governmen- 
tal bodies, for the installation of svs- 
tems, for the preparation of tax re- 
turns and other usual services, but 
more and more for informed and un- 
prejudiced counsel on matters of a 
financial nature. 

As the demand for accounting ser- 
vices increases, certified public account- 
ants find it increasingly difficult to give 
ach client the full benefit of their 
knowledge and skill. The reason lies 
in widespread use of the calendar vear 
as a fiscal year. A majority of the 
engagements of most accounting firms 
occurs within the months of January, 
February and March. During that 
period many accountants must increase 
their staffs by the employment of tem- 
porary assistants, must work long 
hours of overtime and exert every 
possible pressure upon themselves and 
their employees to give the essential 
service needed by each client. After 
March 15, when most of the annual 
reports have been completed and the 
tax returns filed, there begins a period 
of much less activity which continues 
through the summer and fall months 
until the end of the calendar year again 
draws near. 

Were each of the accountant’s clients 
to adopt the appropriate natural busi- 
ness year, major accounting engage- 


ments would occur with fairly even 
distribution through the calendar year 
and the accountant could maintain a 
larger permanent staff, and could give, 
in greater degree, personal attention to 
the peculiar needs of each client, sup- 
plementing the usual service with con- 
structive counsel. 

There is another practical advantage 
in arranging to have the annual audit 
occur at the end of a natural business 
vear. [<fficiency dictates that during 
the peak season of any business enter- 
prise the full attention of the com- 
pany’s staff be devoted to productive 
activities. Accounts should be audited 
at a season when the activities of the 
auditing staff would interfere least 
with normal, i. e., productive, activi- 
ties. This opportunity occurs during 
the lull between seasons. 


Provisions of Tax Laws 

Some business men, even though con- 
vinced that efficient management calls 
for the adoption of a natural business 
year, have hesitated to depart from the 
calendar year basis of accounting on 
the ground that the change could not 
be made or would be disadvantageous 
because of the provisions of the federal 
income-tax laws. 


Under every federal 
income-tax law 


since 1913 the fiscal 
year upon which the taxpayer is to 
report income and make returns has 
been left to his own discretion. Fur- 
thermore, since that vear, each succes- 
sive law has extended to the taxpayer 
the privilege of changing from a calen- 
dar year to a fiscal year, or vice versa, 
or from one fiscal year to another fiscal 
year. 

Thousands of taxpayers have availed 
themselves of this privilege, as indi- 
cated by the following statistics, sup- 
plied by the Treasury Department, 
showing changes in fiscal years ap- 


























the Commissioner of 


Revenue: 


proved — by 
Internal 


Periods Covered 


Closing Dates June1,1935 June 1, 1936, to 





Selected to May 30,1936 Sept. 30, 1936 
June 30 500 230 
July 31 131 101 
August 31 ac 143 71 
September 30 161 104 
October 31 185 58 
November 30 27 Za 
December 31 798 102 
January 31 318 26 
February 29 92 12 
March 31 152 11 

April 30 126 24 
May 31 134 37 
3,011 803 


»f 1936 provides 


shall be 


The Revenue Act 
merely income 


vy that the net 

computed upon the taxpayer's account- 
ing period (fiscal or calendar year). 
If a taxpayer changes from one ac- 
counting period to another—from 
calendar year to fiscal vice 
versa, or from one fiscal year to an- 
other—it is required that the net in- 
come, with the approval of the 
Commissioner of Internal Revenue, be 
computed on the basis of such new 
accounting period. 

Form 1128 is provided for making 
an application for change of the ac- 
This form must be 
filed prior to the expiration of thirty 
days from the close of the proposed 
period for which a return would be 
required to effect the change. The due 
date for the new return is the fifteenth 
day of the third month after the close 
of the new period. 

While the Treasury Department has 
ruled that changes in the taxable year 
are not to be approved lightly, it inter- 
prets the intent of the statute to be 
that the taxpayer shall adopt the ac- 
counting period which, in view of the 


year, or 


counting period. 
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character of his business, is most ser- 
viceable in securing an exact measure 
of annual net income. 

If a taxpayer, with the approval of 
the Commissioner, changes the basis of 
computing net income from a calendar 
year toa fiscal year, a separate return 
is required for the period between the 
the last calendar year for 
which return was made and the date 
designated as the the fiscal 


close of 


close of 
year. 

Prior to the passage of the Revenue 
Act of 1934, taxpayers were permitted 
to make returns on the basis of a fiscal 
year other than the calendar vear, but 
when a new revenue act was passed, 
a computation had to be made which 
applied both the old and the new acts 
to the fiscal vear return to the extent 
the period fell under each act. The 
1934 Act and those subsequent to it 
provided that they should be applicable 
only to fiscal years beginning after the 
effective date of the Act, requiring only 
one return and one computation for 
the fiscal year. 

A new provision of the Revenue 
Act of 1936 definitely answers one 
argument which been made in 
opposition to change from calendar to 
fiscal year. Larlier laws provided that 
income for the interim period between 
the close of the old fiscal vear and 
the beginning of the new should be put 
on an annual basis before computation 
of the tax. A corporation making the 
change might, for that year, pay a 
larger tax than necessary if the greater 
part of its income for the year hap- 
pened to fall within the interim period. 
That disadvantage, possible under prior 
laws, no longer exists as regards corpo- 
rations. The Revenue Act of 1936 
provides as follows: “Sec. 47 (c) 
Income placed on annual basis—If a 
separate return is made (except re- 


has 
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turns of the income of a corporation) 
under subsection (a) on account of a 
change in the accounting period, the 
net income, computed on the basis of 
the period for which the return is made, 


” 


shall be placed on an annual basis. . . . 


Present Tax Law 

Act of 1936 
undistributed corporate 
profits, it is advantageous to adopt an 
accounting period which closes at a 
date after have, to the 
greatest extent possible, been converted 
into cash. Regulations under Section 
27 of the Act provide: “Art. 27-1 (b) 
—A dividend will be considered as 
paid when it is received by the share- 
holder. A dividends-paid credit can 
not be allowed unless the shareholder 
receives the dividend during the tax- 
able vear which the 
claimed.” 


the Revenue 


taxes 


Under 
which 


soon assets 


for credit is 

The natural business vear corpora- 
tion, during the period of its greatest 
liquidity, could distribute its earnings 
in the form of dividends to the extent 
that seemed desirable and then close its 
accounts for the year with tax liability 
reduced to a minimum. Also, greater 
accuracy in the valuation of assets 
would reduce the possibility of over- 
statement of profits, and consequent 
overpayment of taxes. 


Custom the Chief Obstacle 


The obstacle to use of 
natural business vear is custom. 


chief the 
We 
are inclined to think that customs of 
long standing are the product of race 
experience and are justified by reason 
even though the reason may not be 
apparent. This attitude of the human 
mind is wholesome to the extent that 
it serves as a check upon precipitous 
reform, but carried to its logical con- 
clusion it would nullify the uses of 


intelligence and impose an insuperable 
obstacle in the path of progress. It 
behooves us to look carefully at our 
customs to see whether or not they 
have a valid reason and a legitimate 
use. 

reveals 
that use of the calendar year as a fiscal 
year is not a venerable custom. It 
had its beginnings within my memory 
and the memory of many readers of 
this article. 


[examination of the record 


It is not a product of 
race experience; it was imposed upon 
American business by a governmental 


edict. It does not serve < 


pee) 


useful pur- 
pose, and that claim has never 
made for it. It limits the uses of in- 
telligence and imposes an obstacle to 


progress. 


been 


Before 1909, use of the natural 
business year as a fiscal year was a 
commonplace in American business. 
The suggestion that business enter- 
prises of all kinds, irrespective of the 
natural their operations, 
should adopt a uniform fiscal year end- 
ing on December 31 would have been 
rejected with disdain. In 1909, how- 
ever, could not have been ac- 
complished by suggestion was enforced 
by government regulation. 

The federal corporate tax law 
enacted in that year required that all 
corporations make returns as of the 
end of the calendar vear. There was 
immediate protest. It was asserted 
that an enterprise whose natural busi- 
ness year ended at another date could 
not take inventory and close accounts 
at December 31 without serious inter- 
ference with productive activities, and 
that the resulting financial statements 
would not truly reflect financial condi- 
tion or properly serve the other pur- 
poses for which they were intended. 
During the next four years scores of 
the most influential organizations repre- 


cycle of 


what 
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senting business interests protested the 
objectionable requirement. 


Calendar Year No Longer Required 

In 1913 the law was repealed in its 
entirety and the first income tax law 
was enacted. The new law provided 
that selection of a fiscal year should 
be left to the discretion of the taxpayer, 
but the harm had already been done. 
The thousands of corporations which 
had changed their accounting periods 
to comply with the law of 1909 had 
adapted themselves to the new condi- 
tions and were reluctant to make an- 
other change. For four long years 
each newly incorporated company had 
adopted at the outset the calendar vear 
as the fiscal year. A custom has been 
established and, supported by human 
inertia, has persisted down to the pres- 
ent day. 

Sporadic efforts have been made to 
bring about a return to general use of 
natural business years. In 1926 the 
Bureau of Research of the 
University of Illinois published a treat- 
ise which set forth the advantages of 
the natural business vear and listed the 
natural fiscal closing dates for a num- 
ber of representative industries. In 
1928 the .lmertcan Accountant used its 
columns as a forum for discussion of 
the natural business vear in all of its 
phases. The first concerted effort, 
however, was made in the fall of 1935, 
when the Natural Business Year Coun- 
cil was formed. 


Business 


The Natural Business Year Council 
This Council is representative of 
bankers, credit men, certified public ac- 
countants, cost accountants, trade 
sociation executives and _ business 
management. Its work has the active 


as- 


support of the National Association of 
Cost Accountants, the Robert Morris 


Associates, the National Association of 
Credit Men, the New York Credit 
Men’s Association, the American Insti- 


tute of Accountants, the American 
Management Association and the Na- 
tional Credit Office. ach of these 
organizations is represented in its mem- 
bership. Henry H. Heimann, execu- 


tive manager of the National .\ssocia- 
tion of Credit Men, is chairman of the 
Council. Harry Meixell, a director 
of American Trade Association [-xecu- 
tives, is its secretary. Headquarters 
are at 135 Cedar Street, New York. 
The purpose of the Council is two- 
fold—by determine the 
natural business years of the various 
subdivisions of industry, and by educa- 
tion to encourage widespread adoption 


research to 


of the business vears thus determined. 

In this work it has had the assistance 
of the Bureau of Foreign and Domes- 
tic Commerce, United States Depart- 
ment of Commerce, the New York 
Stock Exchange and other national 
agencies of a public or semi-public 
nature. The Securities and Exchange 
Commission has given its endorsement 
to the objectives of the Council and 
the United States Treasury Depart- 
ment has co-operated to the extent of 
supplying information as to changes 
of fiscal vears approved by the Com- 
missioner of Internal Revenue, which 
serves as one measure of the progress 
being made. 

It has not been my intention to make 
it appear that the natural business vear 
principle has been entirely neglected by 
business management. The members 
of certain industries more progressive 
than others in this respect long ago 
adopted the natural business year for 
fiscal purposes. Practically ali of the 
larger packing houses use October 31 
as a fiscal closing date. [Eighty per 
cent of the membership of the National 
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Retail Dry Goods Association use a fis- 
cal year ending January 31; only seven- 
teen per cent use the calendar year. A 
number of the larger manufacturers of 
carbonated beverages, among them the 
Charles IX. Hires Company, the Liquid 
Carbonic Corporation and the Canada 
Dry Ginger Ale Company, close their 
accounts at September 30. 

One of the most striking examples of 
the manner in which a natural business 
year has been generally adopted to the 
benefit of the members of an industry 
is the case of fertilizer producers. A 
recent tabulation of more than 300 
reports of the fiscal year ciosings of 
fertilizer producers shows ‘at more 
than fifty-five per cent by volume of 
sales use the natural business year, 
which ends during the season embrac- 
ing May, June and July. It is true 
that forty-three per cent close their 
accounts in December, but there is a 
definite trend in this industry toward 
even more general use of the natural 
closing date. Ina study just published 
by the National Fertilizer Association 
members of the industry are urged to 
adopt the natural business vear for the 
following reasons: 

“1. Stocks of finished goods, goods 
in process, and raw materials are usu- 
ally at their low point in May, June or 
July of each year. During the first 
six months of the calendar year, more 
than 85% of the annual sales are made 
in 17 important fertilizer-consuming 
states. Twelve of these 17 states are 
in the South, where normaliy occurs 
from 60% to 70% of the United 
States consumption of fertilizer. In 
the South alone, 87% of the annual 
sales are made during the six months, 
January to June. 
stocks at the end of 
represent 


Superphosphate 
May and June 
about 5% of the annual 


stocks, as compared with 11% and 


12% 
can not be too often emphasized that 
when 


for December and January. It 


inventories are 
much more easily taken and greater 
accuracy is possible. 


stocks are low, 


Also, when in- 
ventories are taken at a lull period, the 
services of regularly emploved men can 
be utilized in carefully 
checking the inventories. 

“2. Factory activities in May and 
June are reduced to a very minimum in 
the South, and even as 


taking and 


far north as 
Massachusetts and west as far as Ohio 
and California the crest of manufac 
turing and shipping has been passed in 
June. There is a sharp drop in factory 
employment after May, and, normally, 
June is the very lowest point of ac- 
tivity. 

“3. Imports of fertilizer materials 
are at their lowest point during June, 
July and August. July imports repre- 
sent about 5% of the annual total, 
compared with 12% for March, 11% 
for April, and 10% for May. 

“4. As public accountants are usu- 
ally busiest at the end of the calendar 
year, closings at June would give them 
the opportunity to make closer analyses 
of the operations. 

“5. The National Fertilizer Associa- 
tion, which compiles many series of 
statistical and cost data, follows the 
fertilizer natural business year by clos- 
ing its annual accounts on June 30. It 
would be distinctly advantageous to the 
entire industry if a larger number of 
producers followed the natural busi- 
ness year in their 
statistical data.” 

The chart on page 12 indicates the 
various factors which make the mid- 
summer closing most convenient for 
this industry. 

As a member of the Natural Busi- 
ness Year Council and a charter mem- 


(Continued on page 23) 


accounting and 
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Monthly Percentages of Fertilizer Sales, 
Factory Employment, Stocks of Superphosphate, 
Imports of Fertilizer and 
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While 43 per cent of the firms close their annual accounts in December, based 
| on the volume of sales of the firms, 55 per cent of the industry closes on 
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Principles of Accounting as Applied to Current 
Practice * 


By NorMAN J. 


[ understand I am expected to dis- 
cuss the bulletin published in January, 
1936, by the American Institute of 
Accountants entitled ‘Examination of 
Financial Statements by Independent 
Public Accountants.” In May, 1934, | 
wrote to Mr. John L. Carey, Secretary 
of the American Institute of Account- 
ants, as follows: 


I wonder if any thought has been given 
to the possible advantages which might re- 
sult to public accountants from a further 
revision of the Federal Reserve Board pub- 
lication “Verification of Financial State- 
ments.’ The last revision was made in May, 
1929, and since that date many changes have 
taken place in matters relating to the verifica- 
tion and presentation of financial statements. 
The developments during the depression tend 
to emphasize the desirability of considering 
a possible revision. 

In view of the prospective liabilities under 
the Securities Act and the Securities Ex- 
change Act, it might be well to revise the 
pamphlet with the idea of so wording it as 
to minimize any untavorable use of the pam- 
phlet in connection with strike suits or un- 
warranted claims for damages. 

Possibly certain changes should be made 
in the forms submitted in this pamphlet. 
For example, in view of the considerable 
agitation with regard to the manner in 
which treasury stock should be carried in a 
balance sheet, it is probable that the form of 
balance sheet in the 1929 revision should be 
changed to show treasury stock in a different 
manner. 


In June, 1934, I received the follow- 
ing reply from Mr. Carey: 

The executive committee has considered 
your suggestion of May 8th that it might 
be advantageous to undertake a revision of 
the Federal Reserve Board bulletin “Verifi- 
cation of Financial Statements.” 





«x Paper read before a meeting of the Philadelphia 
Chapter of the Pennsylvania Institute of Certified 
Public Accountants. 


LENHART 


The president has been authorized to ap- 
point a special committee to give considera- 
tion to this matter and the executive com- 
mittee desires me to thank you for your 
interest in offering the suggestion. 


| thought I had done my part by 
picking a hard job for the committee 
which was appointed to consider the 
revision of the bulletin and | felt no 
hesitation in 1935 in offering sugges- 
tions and criticisms of the draft which 
was prepared by the committee after 
a great deal of time and thought had 
been spent on the revision. I was some- 
what unprepared, however, for the re- 
action to my suggestions, since before 
[ could protect myself I found I had 
been appointed a member of the com- 
mittee. While | had some small part 
in the final draft of the revision, | 
cannot claim much of the credit for the 
pamphlet issued in January, 1936, and 
[ am therefore not at all embarrassed 
in stating I believe this committee per- 
formed an exceptionally good piece of 
work. 

Scope of Bulletin: Without doubt, 
the committee discussions I attended 
were among the most interesting of any 
committee discussions I have listened 
to. Before | became a member of the 
committee, it had decided to prepare a 
bulletin which it believed would not only 
be helpful to public accountants, but 
which would be educational to investors, 
bankers and others who might be con- 
cerned with financial statements. Sec- 


tion 1 of the new bulletin is almost 
entirely new, and, in my opinion, is by 
far the most important part of the 
bulletin. 
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Principles and Practices of « lecount- 
ing: Insofar as | know, no body of 
accountants has agreed upon any list 
of what might be termed “generally ac- 
cepted principles of accounting.” There 
even seems to be considerable contusion 
as to just what constitutes a “principle 
of accounting.” What is usually meant 
by a “principle of accounting” is prob- 
ably a fundamental law or truth of 
general application, followed in the 
keeping of accounts and consequently 
followed or reflected in financial state- 
ments periodically prepared from the 
books. To mea principle of accounting 
does not mean an invariable law, sub- 
ject to no exceptions, nor is it neces- 
sarily a specific direction or regulation. 

One of the problems confronting the 
committee drafted the 
pamphlet was the distinction between a 
principle of accounting, an accounting 
convention, an accounting practice, etc. 
The committee found it very difficult to 
make such a distinction and upon read- 
ing this bulletin you will find that no 
real effort has been made to make any 
sharp distinction between such terms as 
principle, convention, practice, etc. 
Many rules, which may generally be 
regarded as principles of accounting, 
upon analysis prove to be merely con- 
ventions or practices which are subor- 
dinate to some more general rule or 
principle. 

The American Institute of Account- 
ants, in January, 1934, published the 
correspondence between the Special 
Committee on Co-operation with Stock 
Exchanges of the American Institute 
of Accountants and the Committee on 
Stock List of the New York Stock 
Exchange. Most of the material under 
the general caption “Accounting Prin- 
ciples” on page 2 of “Examination of 

was taken from 


which revised 


Financial Statements” 


a letter addressed to the Committee on 





Stock List under date of September 22, 
1932, by the American Institute Com- 
mittee on Co-operation with Stock Ex- 
changes. In this letter the last named 
committee referred to “a generally ac- 
cepted principle that plant value should 
be charged against gross profits over the 
useful life of the plant.” However, the 
committee then proceeded to cite the 
so-called “retirement method 
utilities” as an example of 
charging plant value over the useful life 
of the plant. Apparently this method 
does not even pretend to be in accord- 
ance with the general principle laid 
down since the peculiarity of the method 
is that no effort is made to charge off 
plant value over the useful life of the 
plant, but, on the contrary, the charge- 
off is made at or about the end of the 
useful life of the plant. The account- 
ing principle noted on page 2 of “Ex- 
amination of Financial Statements” as 
a generally accepted principle of depre- 
ciation is restricted to an industrial plant 
and the committee did not make any ref- 
erence to the retirement reserve method. 

A number of questions were dis- 
cussed by the committee, upon which it 
was apparent there was a substantial 
difference of opinion among its mem- 
bers. In the committee 
avoided taking any position with regard 


reserve 
used by 


general, 


to any principle or procedure upon 
which it was not felt there is fairly gen- 
eral agreement in the profession. Ac- 
cordingly, the bulletin does not attempt 
to settle controversial questions regard- 
ing which there are substantial differ- 
ences of opinion. 

Program of Audit: I think the mem- 
bers of the committee which prepared 
the bulletin on Examination of Finan- 
cial Statements were unanimous in their 
regret that the previous bulletins had 
included a form of audit program. 
The committee felt very strongly that 
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accounting and auditing cannot be re- 
duced to rules 
which may be presumed to cover the 
major situations which may be encoun- 
tered in the presentation of financial 
statements. Possibly at the time the 
original bulletin was issued in April, 
1917, the general outline of the scope 
of a sample audit was of material help 
to the accounting profession. ‘Today, 
however, the laying down of any rules 
other than those of a very general nature 
are a hindrance rather than a help to 
the profession. The element of personal 
judgment and the competence and in- 
tegrity of the auditor is by far more 
important than any principle or rule 
which may be laid down. 


one or more sets of 


In view of such inclusions in previ- 
ous bulletins, however, the committee 
felt it should not entirely discard a 
sample form of audit program but 
should emphasize the material covered 
by Section 1 of the bulletin. 

I hope no one understands that the 
committee was in any way opposed to 
an individual audit program written for 
use on a particular engagement. Such 
a program is almost essential to a well 
conducted examination and is a valuable 
record of just what work was done. 

Bank Reconciliation: It is even diffi- 
cult to reduce to a set of rules many of 
the simpler forms of audit procedure. 
For example, | recall the committee en- 
gaged in a very lengthy discussion on 
the subject of the exact procedure which 
should be followed in checking a bank 
reconciliation. For the purpose of this 
discussion, it hardly seems necessary to 
dwell any longer on the difficulty of 
making a sharp distinction between ac- 
counting principles, accounting practices 
and accounting conventions. Nearly 
all commonly accepted principles are 
subject to exceptions, and in some in- 


stances the exceptions seem just as ac- 
ceptable as the commonly accepted ac- 
counting principle or convention. 
[nventories: As stated in the bulletin, 
the most commonly accepted formula 
for stating inventory is at cost or mar- 
ket, whichever is lower. No doubt 
there is the general impression that this 
is a well understood and, within reason- 
able limits, a consistently applied for- 
mula. However, | am quite certain that 
such is not the case. Some auditors con- 
sider the lower of or market as 
meaning the lowest of (1) cost, (2) 
replacement market, and (3) estimated 
net selling price, less expenses of carry- 


cost 


ing, selling and delivery. Other auditors 
apparently follow the theory that re- 
placement market need not be con- 
sidered if the estimated net selling price, 
less certain expenses, exceeds the re- 
placement market. | believe bankers 
and other credit grantors generally, par- 
ticularly those who have given consid- 
erable thought to the matter, would like 
to see the bare term “lower of cost or 
market” as referring to the lowest of 
cost, replacement market and estimated 
net selling price. Such a basis probably 
has the virtue of stating inventories of 
companies in the same line of business 
on a more nearly comparable basis. It 
also enables a company to start its year 
with an inventory stated upon a basis 
most apt to allow a reasonable margin 
of profit. 

There are other questions, such as, 
what constitutes cost, should the valua- 
tions be applied to individual items or 
to the inventory as a whole, ete.? In 
some industries we find inventories 
stated at net selling prices. In certain 
of these industries, the inventories gen- 
erally have not been sold at the balance 
sheet date and the method of pricing 
at selling prices is open to the criticism 
that unrealized profits have been taken 
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into the earned surplus account. On the 
other hand, in certain industries it is 
the usual practice to price that part of 
the inventories which is subject to firm 
sales orders at selling prices. | recently 
saw the published statement of a com- 
pany in the which 
were the subject of firm sales orders 
were priced at net selling prices with 
The 


which inventories 


parenthetical disclosure of cost. 
remainder of the inventories was priced 
at cost. It seems to me that very little 
criticism can be made of this last named 
basis of stating inventories, even though 
it does violate what may be considered 
to be the usual convention. 

Accountants’ Reports and Certifi- 
cates: | suppose most of us are rather 
extensively using the form of account- 
ants’ report or certificate which was ap- 
proved by the Committee on Stocix List 
of the New York Stock xchange. 
Probably in the cases of many state- 
ments the phrase “in accordance with 
accepted principles of accounting con- 
sistently maintained” might more accu- 
rately be stated “in a manner not in 
violation of accepted principles of ac- 
counting, which principles have been 
consistently maintained.” 

Fundamental Accounting Principles: 
I believe that Federal 
Reserve bulletin was published in 1917 
there has been a tremendous growth in 
the number of accounting practices or 
conventions which have been recognized 


since the first 


as accepted and particularly has this 
growth been apparent on the part of 
accounting executives Of corporations 
which publish their financial statements. 


At the same time, however, I doubt 


whether there has been any material 
change or growth in the fundamental 
accounting principles which were rec- 
ognized by the leading members of 
the accounting profession in 1917. It 
is no doubt true that a great many ques- 





tions have arisen during the past twenty 
years which seemed new or which were 
new, but probably the accepted treat- 
ment or solution of such matters was 
not substantially at variance with the 
fundamental accepted principles of ac- 
counting which were recognized in 1917, 
| assume most of you have read all 
or at least a part of the pamphlet **Ex- 
amination of Financial Statements.” 
Many of the matters treated are com- 
monplace and are covered in many text 
There are certain questions, 
which are not so common- 
place, some of which might be briefly 
(liscussed at this time. 


bi Oks. 


however, 


Current Assets: One question which 
the committee 
trouble was the classification of current 


caused considerable 
assets as distinguished from other as- 
sets. Perhaps no single item provoked 
such a protest as did the segregation 
of deferred charges on the form of 
balance sheet included in the pamphlet. 
It was not the committee’s intent to lay 
down any rule that neither prepaid ex- 
penses nor deferred charges should be 
included in current assets. There has 
perhaps been a tendency to exclude such 
items from current assets and in the 
form of balance sheet given in the pam- 
phlet, the prepaid expenses and de- 
ferred charges are shown separately 
from current assets, but in the text of 
the pamphlet the committee attempted 
to point out that they may be and often 
are treated differently in published bal- 
ance sheets without violation of 
generally accepted practice. 

The question as to what should or 
should not be included in current assets 
seems to be a never ending one. There 
is the question as to whether instalment 
accounts receivable due more than one 
year from the balance sheet date should 
be included in current assets. Those in 
favor of permanent or semi-permanent 


any 
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inventory stocks being segregated from 
the balance of the inventory have sug- 
gested that possibly such part of the 
inventory should be excluded from cur- 
rent assets upon the theory that such 
an amount will not be realized within 
one year in the ordinary course of 
On the other hand, the reply 
has been made that assuming the com- 


events. 


pany’s product will be sold at a price 
sufficient to recover all applicable costs, 
then possibly that part of the property, 
plant and equipment which will be 
charged against products manufactured 
within the current should be 
brought up into current assets upon the 
theory that it will be realized within a 
year. 


year 


Marketable Securities: Offhand one 
would say that it is accepted practice 
to include marketable securities in cur- 
rent However, we see balance 
sheets in which marketable securities are 
included between current and fixed as- 
sets and in some cases in fixed assets. 
It may be true that certain securities 
owned are listed and have a so-called 
market value, but it may be equally true 
that the company has no intention of 
selling such securities, and for business 
reasons expects to retain the securities 
for an indefinite time. Sometimes the 
only proper place for marketable secu- 
rities seems to be with fixed assets. 

Depreciation of Plant: There is a 
rather interesting inconsistency between 
one of the accounting principles laid 
down as such in the pamphlet and the 
departure from this principle which has 
been frequently seen during the past 
four or five years. The statement is 
made in the pamphlet “‘it is a generally 
accepted principle, for example, that 
the investment in an industrial plant 
should be charged against operations 
over the useful life of the plant.” This 
seems to be a rather clear statement and 


assets. 


apparently means that cost of plant 
should ultimately be charged against 
earned surplus. However, we 
seen many published reports in which 


have 


write-downs of fixed assets have been 
charged against capital surplus rather 
than earned surplus apparently for no 
better reason than the word “capital” 
is used in speaking of capital assets or 
fixed assets and the same word “capital” 
is used in describing capital surplus. 

In its letter of October 24, 1933, to 
the Governing Committee of the New 
York Stock Exchange, the Committee 
on Stock List laid down as a principle 
which the Exchange regarded of pri- 
mary importance the following: “Capi- 
tal surplus, however created, should not 
be used to relieve the income account of 
the current or future years of charges 
which would otherwise fall to be made 
thereagainst.’’ Substantially the same 
rule appears in “Examination of Finan- 
cial Statements.” I am under the im- 
pression that the Exchange now takes 
a firmer stand in this matter than it 
previously did, but I believe for several 
vears the Exchange did not raise any 
particular objection to the rather com- 
mon practice of writing down fixed as- 
sets against capital surplus rather than 
earned surplus, thereby relieving the 
income account of future years of de- 
preciation charges which would other- 
wise have been made against such future 
income account. 

Realization of Profit: In the same 
letter to the Governing Committee of 
the New York Stock Exchange, four 
other principles were laid down which 
the committee stated should now be 
regarded by the Exchange as so gener- 
ally accepted that they should be fol- 
lowed by all listed companies. Among 
such principles was one (which also 
appears in “Examination of Financial 
Statements”) that “profit is deemed to 
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be realized when a sale in the ordinary 
course of business is effected, unless the 
circumstances are such that the collec- 
tion of the sale price is not reasonably 
assured. 
rule may be made in respect of inven- 


An exception to the general 


tories in industries (such as the packing 
house industry) in which owing to the 
impossibility of determining costs it is 
a trade custom to take inventories at net 
selling prices, which may exceed cost.” 
There is probably nothing wrong with 
the general rule laid down that profit is 
deemed to be realized when a sale in 
the ordinary course of business is ef- 
fected. , there is 
something wrong with the reason given 
for the exception made in favor of the 
packing house industry. It seems to 
be a generally accepted belief that deter- 
mination of cost is a matter in which 
opinion largely enters and cost cannot 
be considered to be an exact and un- 
varying figure. It is probably no more 
impossible to determine the approximate 
cost of a packing house inventory than 
it is to determine the approximate cost 
of the inventory in certain other lines 
of business. Failing any reasonably 
exact determination of cost, it would 
seem possible to deduct from selling 
prices a reasonable margin of gross 
profit. 

Contingent Liabilities: It is a fairly 
well accepted practice to note contingent 
liabilities on the balance sheet if the 
amounts involved are or may become 
material. From time to time the audi- 
tor is asked to certify a balance sheet in 
which the statement is made that ‘‘no 
contingent liabilities exist.” 


However, I believe 


There is 


possibly no statement the auditor is less 
to make. 

The bulletin suggests that in the case 
of claims, litigation and other matters 
involving a legal determination it may 
be advisable for the accountant to ob- 


able 





tain information, preferably in writing, 
from the company’s legal advisers as to 
the probable extent of the liability. Rec- 
ognizing the difficulty, if not the im- 
possibility of obtaining any such written 
statement from the company’s counsel 
in the usual case the bulletin very wisely 
is silent upon the question as to how 
such written opinion can best be ob- 
tained. 

Discount on Bonds: A rather inter- 
esting question has been discussed from 
time to time in the past without, as far 
as I know, leading to any well defined 
accepted praetice. A number of com- 
panies have refunded an existing bond 
issue through issuing new bonds at a 
lower rate of interest. The question 
arises as to whether the unamortized 
balance of discount and expense on the 
old bond issue should be written off 
against earned surplus or should be 
added to the discount and expense of 
the new issue and amortized over all 
or some part of 
bonds. 


the life of the new 
My own opinion puts me in 
what appears to be the minority in that 
[ incline toward writing off the balance 
of discount and expense on the old issue 
at the time of refunding. 

Capital Stock Tax Paid by Invest- 
ment Trust: As an interesting example 
of the extent to which a plausible argu- 
ment can be made for charging expenses 
to capital surplus in violation of the 
usual rule, | might cite the question 
which has recently been the subject of 
considerable discussion as to the treat- 
ment of capital stock tax paid by in- 
vestment trust companies, This ques- 
tion is a live one only in the event the 
capital stock and excess profits tax is 
continued. Many investment trusts 
customarily credit profits or charge 
losses on security sales to capital sur- 
plus. Some of these companies take 
the position that in declaring a valua- 











LRB&M. JOURNAL 19 





tion for the purpose of the capital stock 
and excess profits tax, it will declare 
a high value solely because of the pros- 
pective profits on securities which may 
be sold. 
would like to estimate the amount of net 
income which might be called normal 
or which might be sufficient to meet its 
dividends and interest charges and com- 
pute the capital stock tax based on a 
valuation which would be sufficient to 


Accordingly, such companies 


relieve the corporation of paying any 
excess profits tax on such amount of 
income. The companies then propose 
to charge the balance of capital stock 
tax to capital surplus on the theory that 
such balance relates only to prospective 
security profits and since security profits 
and losses will go to capital surplus, 
the related expense should likewise go 
to the same place. This argument might 
not be so bad if it could be definitely 
ascertained that the corporation will 
surely realize a certain amount of net 
profits on security sales within a definite 
number of years. In view of the lack 
of any such assurance, it seems to me 
the position taken by such companies is 
not very sound. 

Reference to Accounting Publica- 
tions: Many accountants, particularly 
those who have not had many years of 
experience, make little or no effort to 
determine the principle 
which may be involved in determining 
the answer to a question but attempt 
to find the answer to the exact set of 
facts by reference to accounting publi- 
cations. 


accounting 


In the case of any question 
which is at all out of the ordinary, the 
chances are a direct answer to similar 
facts will not be found. Any writer of a 
book on accounting subjects knows that 
in spite of all efforts he may make to 
cover all of the principal questions he 
feels may arise, it will not be many days 
after he finishes writing a book before 


he encounters some problem or question 
which is not even indirectly covered in 
his book. 

Sometimes the answer to any question 
does not seem to depend entirely upon 
the accounting principle which appears 
to apply. Suppose an investment com- 
pany owns 1,000 shares of stock which 
cost $100,000. 
overa period of a few weeks, say, from 
November 1 to November 15, for a 
total amount of $200,000. At this point 
it seems that the accounting principle, 
the “profit is 
deemed to be realized when a sale in the 


This stock may be sold 


as stated in bulletin, 
ordinary course of business is etfected, 
unless the circumstances are such that 
the collection of the sale price is not 
reasonably assured,” is the one which 
should govern. Assuming the proceeds 
of the sale are collected in cash by No- 
vember 16, there would seem to be no 
reason why the company should not take 
up as realized income an amount of 
$100,000. However, suppose the com- 
pany decides on November 16 that it 
should not have sold these securities, 
and decides to buy back the entire 1,000 
shares for $200,000. It then is in ex- 
actly the same position as if it had 
merely written up the cost of the 1,000 
shares to the indicated market valua- 
tion of $200,000 and there might seem 
no good reason to take into the income 
account the amount of $100,000. 
There is a great deal to be said on the 
other side of the question. If a retail 
store had certain merchandise on 
hand which cost $1 a unit and which 
has been sold for $1.50 a unit, there 
would ordinarily be no hesitation in 
taking up this profit even though on 
account of a price rise the merchandise 
bought to replace the stock sold might 
cost $1.50 per unit. There is always 
the question as to the extent to which 
profit has been realized if a substantial 























LR.8.E MM. JOURNAL 





part of or all the proceeds are immedi- 
ately reinvested in articles of the same 
character as those which have been sold. 
It does not seem to me that under the 
accounting principles which are now 
generally accepted one can refuse to 
take into the income account the profit 
on a sale such as that described above. 
In one such case, however, the com- 
pany’s attorneys were considerably con- 
cerned as to the availability of the 
amount of profit for dividends and the 
published statement carried the amount 
of profit as a segregated reserve. 

Premiums on Retired Bonds and Pre- 
ferred Stock: Another question which 
might be discussed at length is the ac- 
count to which premiums on retirement 
of preferred stock or bonds should be 
charged. A company may be in the 
position of choosing between an issue 
of preferred stock or an issue of bonds. 
Either issue might be made callable at 
an amount in excess of par. The com- 
pany may have capital surplus repre- 
senting part of the amount paid in on 
common stock and may also have an 
earned surplus balance. If the com- 
pany issues bonds, there does not seem 
to be much question but that any pre- 
mium paid upon retirement should be 
charged to earned surplus as additional 
interest. If preferred stock has been 
issued, provision for the premium upon 
call or redemption undoubtedly was 
predicated upon the assumption that 
sufficient accumulated earnings would 
be available to pay such premium. 
However, there seems to be a strong 
feeling on the part of many account- 
ants that good accounting principles 
permit the charging of such premium 
to capital surplus. 

Effect of Securities Act and Securi- 
ties Exchange Act: If the Securities 
Act of 1933 and the Securities Ex- 
change Act of 1934 have done nothing 


else, they have caused independent pub- 
lic accountants to give more thought to 
the their the 
soundness of the accounting principles 
followed, the manner in which financial 
statements are presented and the lan- 


scope of examinations, 


guage used in the accountants’ report 
As the result of discus- 
sions with attorneys, public accountants 


or certificate. 


have been impressed with the looseness 
of some of the language which appeared 
in certificates in the years gone by. The 
emphasis placed upon a “reasonable 
investigation” by the Securities Act of 
1933 has led many public accountants to 
the conclusion that a certificate should 
not be given in cases in which serious 
limitations have been placed on the en- 
gagement. Attorneys who have given 
particular consideration to the Act have 
pointed out that disclosure by the pub- 
lic accountant of his omission to per- 
form some part of an investigation 
which might be considered essential in 
order to enable him to give a well in- 
formed opinion, does not relieve him 
of responsibility. It merely points out 
that he has failed to do something he 
should have done. For example, if an 
auditor’s work has been restricted in 
that he has not been permitted to make 
such investigation or tests of the in- 
ventory quantities, pricing, etc., as to 
enable him to form an opinion as to the 
reasonableness of the valuations used, 
and the inventories are material in 
amount, it may be that he should refuse 
to certify the financial statements even 
with the qualification in his certificate 
that his opinion is “subject to the cor- 
rectness of the inventory valuation.” 

Accountants’ Qualifications: Public 
accountants have placed considerable 
reliance in the past on the protection 
afforded them by disclosure. I question 
whether a public accountant is wise in 
(Continued on page 23) 
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One National Organization 

The annual meetings of the American 
Institute of Accountants at Dallas, 
Texas, and of the American Society of 
Certified Public Accountants at Fort 
Worth, Texas, during October, marked 
the successful culmination of a move- 
ment which has been under way for 
some years past to unify the profession 
by a merger of the two national organ- 
izations. 

As far back as 1922 the editor of our 
JOURNAL questioned in an editorial the 
advantage to the profession of two 
separate national organizations. In 1923 
Colonel Montgomery, while president 


of the New York State Society of 
Certified Public Accountants, expressed 
the opinion in his presidential address 
that it would be as great a mistake to 
attempt to build up two strong and 
representative national organizations as 
it would be to maintain two equally 
strong state organizations and that there 
was in fact no sound reason for two 
national bodies with similar aims in the 
same profession, and strongly urged 
that the goal of one national organiza- 
tion be sought. In 1932, at the instiga- 
tion of Colonel Montgomery, the board 
of directors of the New York State So- 
ciety adopted a resolution directing at- 
tention to the desirability of the profes- 
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sion being represented by one national 
authorizing the then 
the Colonel 
Arthur H. Carter, to appoint a com- 
mittee of five to approach the Ameri- 


organization, 


president of Society, 


can Institute and the American Society 
with a view to bringing about a merger 
or such other form of consolidation as 
would result in the existence of but one 
national organization, and inviting the 
co-operation of other state societies in 
attempting to bring about the desired 
result. 

The following year, while Mr. Staub 
was president of the New York State 
Society, he presented the matter before 
the Council of the Institute and 
successful in obtaining the appointment 


Was 


of a committee, of which he was sub- 
sequently named a member, which co- 
operated with a similar committee ap- 
pointed by the American Society in the 
working out of a plan for one national 
organization. Colonel Montgomery ac- 
cepted the appointment of chairman of 
the above mentioned special committee 
of the New York State Society and 
served until his election as president of 
the American Institute of Accountants 
in the Fall of 1935. 

Although the Institute committee and 
the majority of the Society committee 
had reached an agreement on a suitable 
plan for attaining the desired goal, the 
matter reached an impasse about a year 
ago. It was due in no small measure 
to Colonel Montgomery’s energetic and 
tactful efforts during his presidency of 
the Institute that the relatively few ob- 
stacles remaining in the way of success 
were finally eliminated and the merger 
agreed upon and now carried through. 

In view of the long history of the 
American Institute of Accountants and 
its immediate predecessor, the American 
Association of Public Accountants, the 
fiftieth anniversary celebration of 





which will occur in 1937, and because 
of certain legal questions relating to the 
substantial endowment and other prop- 
the Institute, it 
made the continuing organization of the 


erty interests of was 
two existing national bodies. The mem- 
bers of the two former separate organ- 
izations, who gathered together at the 
Dallas meeting of the Institute last 
month, did so in a spirit of fraternal 
and common professional interest which 
augurs well for the future of the one 
national organization. .\ field of great 
usefulness to the profession and the 
world of industry, finance and com- 
merce, which it serves, opens before it. 

Che foregoing is not intended to in- 
dicate that members of our firm were 
the only ones either interested in or 
active in bringing about this desired end. 
lt is merely to express ‘for the record” 
our pleasure that they had a part in 
contributing to the consummation of 
what we believe is an epochal develop- 
ment in the history of the profession 
of public accountancy in this country. 


Federal Tax Handbook 


The 1936-1937 editions of Colonel 
Montgomery's Federal Tax Handbook 
and of Montgomery and Magill’s Fed- 
eral Taxes on Estates, Trusts and Gifts 
are expected from the press in the carly 
part of December. 

The publishers call attention to the 
importance of changes effected by the 
Revenue Act of 1936, which is de- 
scribed as not merely a new income tax 
law, but as introducing new and un- 
tried tax principles which must be dealt 
with. Particular attention is, of course, 
directed to the new tax on undistributed 
profits, which may not only alter the 
whole course of a corporation’s divi- 
dend policy, but in many cases will ne- 
cessitate vital decisions and important 
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action well in advance of the end of the 
current taxable year. 

In order to give subscribers to the 
book as much time as possible for con- 
sideration of the action to be taken by 
corporations whose taxable year ends 
December 31, a special bulletin dealing 
with the tax on undistributed profits 
(based on chapter 20 of the new edition 
of the Tax Handbook ) 
to them. 


has been sent 


The Natural Business Year 
(Continued from page 11) 
ber of the National Association of Cost 
Accountants, I feel at liberty to point 
out the 
can participate in the movement spon- 
sored by the Council. 


how members of Association 
Many chapters 
of the Association included a discus- 
sion of the natural business year in the 
program of their meetings during 
December, 1935, and January, 1936, 
soon after the beginning of the cam- 
paign. Some chapters have distributed 
literature supplied by the Council. At 
the January meeting of the Harrisburg 
Chapter after presentation of the sub- 
ject a questionnaire was circulated 
among those present. 

The replies given are very interest- 
ing to me. Seventy-nine per cent 
were in favor of the natural business 
year for their concerns, and forty-five 
per cent felt that their concerns would 
be receptive to a change to the natural 
business year. If these replies are 
typical of the replies which would be 
given in response to the same questions 
by every industrial accountant in the 
country, and if all those accountants 
were willing to give support to the 
proposition in an active way within 
their own companies, it would not be 
long before the movement toward re- 


turn to natural business 


years had 


gained momentum which would carry 
it surely to success. 

This project deserves the whole- 
hearted support of the 
and it should be adopted as an organi- 


Association 


zation activity by every chapter and as 
a personal 
member. 


responsibility by every 


Information on Natural Business Y cars 

The Natural Business Year Council 
has made available to the general pub- 
lic the information which it has com- 
piled relating to the general advantages 
of the natural business year and the 
factors determining the natural years 
of various lines of business. Copies 
of the Council’s pamphlets are avail- 
able without cost upon request. 


Principles of Accounting 
(Continued from page 20) 
relying too much upon disclosure if he 
does not believe the accounting principle 
or other matter disclosed is treated in 
a proper manner in the financial state- 
ments. 
upon which practice is not settled or 
upon which sufficient information is not 
available upon which to form a definite 


Disclosure of some condition 


opinion may be the only solution in some 
cases. 

\mong examples of inadequate dis- 
closures are suggesting means of ob- 
taining information instead of report- 
ing information and a statement which, 
by omission, conveys a false impression. 
The last named omission may be of two 
sorts: first, a complete failure to give 
required information, and secondly, the 
failure to complete a disclosure begun. 

From time to time we see reports in 
which the certificate of the accountant 
contains one or more sentences which 
may be intended as qualifications but 
which are set forth as comments. We 
also see certificates which contain com- 
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ments submitted in the form of quali- 
fications. Consideration should be 
given to the importance of making clear 
the nature of any comment or qualifi- 
cation. I believe it highly desirable to 
restrict the use of the word “qualifica- 
tion” to real “qualifications.” Also, it 


seems to me undesirable to make cer- 
tain statements in the certificate which 
should lead up to a qualification and 
then say: “subject to the foregoing com- 
ments.” If the statements made are 
qualifications, they certainly are not 
merely ‘‘comments.” 





Notes 


At the annual meeting of the Ameri- 
can Institute of Accountants held in 
Dallas, Texas, October 19-22, Colonel 
Montgomery was re-elected president 
for the ensuing year. His presidential 
address received marked attention be- 
cause of various developments of un- 
usual importance during the past year. 
The address appears in full in the 
November issue of the Journal of Ac- 
countancy. 

At the convention of the National 
Stationers Association in Chicago, Sep- 
tember 22, Colonel Montgomery made 
an address on the “Effect of Increasing 
Burden of Federal Taxes on Merchan- 
dising.” He pointed out some of the 
complications, inequities and dangers in 
the new undistributed profits tax law, 
which he characterized as unsound, and 
stressed the importance of budgeting 
and cost accounting as aids in dealing 
with the new tax. 

The Autumn Number of Harvard 
Business Review contained an article 
by Colonel Montgomery on “The Tax 
on Undistributed Income.” 


On October 12, Mr. Marsh addressed 
the International Association of Milk 
Dealers at its Annual Convention in 
Atlantic City on the subject, “The Rev- 
enue Act of 1936 from an Accounting 
Standpoint.” 

Later in the month, accompanied by 
Dr. S. C. McLeod, Secretary of the 
National Association of Cost Account- 
ants, Mr. Marsh addressed chapters of 


the Association in Atlanta, Birming- 
ham, Houston, Memphis and St. Louis, 
his subject being, ‘Some Practical As- 
pects of Budgetary Control.” 

Dr. McLeod and Mr. Marsh also 
visited Dallas and attended a luncheon 
arranged by Mr. J. F. Stuart Arthur 
with the view of organizing a chapter of 
the N. A. C. A. in Dallas. 


Mr. Staub addressed the New Haven 
Chapter of the National Association of 
Cost Accountants at a dinner meeting 
on October 29, his subject being the 
changes in the federal income tax law 
effected by the Revenue Act of 1936. 
Quite naturally most of the questions 
evoked by the discussion period related 
to the undistributed profits tax. 


Mr. Edward J. Barr of our Detroit 
office has been elected president of the 
Michigan Association of Certified 
Public Accountants. He represented 
the Association at the meeting of the 
Advisory Council of State Society 
Presidents at Dallas on October 19. 


Mr. Merle A. Yockey acted as chair- 
man and discussion leader of the meet- 
ing of the Association on October 8, 
at which the Revenue Act of 1936 was 
discussed. 


Mr. T. W. Mohle, who has charge 
of our Houston office, has been elected 
Vice-President of the Texas Society 
of Certified Public Accountants. 
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